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CHAPTER I 
INTRODUCTION 
In today's climate of profit improvement, there is an ever-
increasing demand by management for greater cost control. In the last 
few years, a substantial step forward to give management this control 
has been taken with the introduction of the responsibility-accounting• 
and-reporting system, which is by definition "a system of accounting 
which is tailored to an organization so that costs are accumulated and 
reported by levels of responsibility within the organization. 111 The 
use of this new approach to accounting and reporting results in the 
preparation, for all levels of management, of accounting statements 
designed primarily for facility of use by the operating people as effective 
tools in controlling operations and costs. This system is so designed 
that it emphasizes information that is useful to the operating management 
and de-emphasizes accounting and financial statements. 
In this paper, I shall try to explain the importance of 
responsibility accounting and reporting and some of the reasons for 
the increasing interest in this approach toward improving management 
control. The system 1s concepts are extremely important and significant 
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for control of all types of organized effort. They have been applied with 
great success in all types of business activity. Responsibility accounting 
and reporting is a basic and essential tool of management. 
FUNCTION OF COST ACCOUNTING 
The connecting link between manufacturing and accounting is 
the cost-accounting organization, which summarizes all of the costs and 
presents them to manufacturing along with the necessary analysis. Cost 
accounting has these three objectives: 
l. Cost Control 
2. Product Cost 
3. Inventory Pricing 
The cost systems of most companies meet the last two objec-
tives but for the most part fail when it comes to the objective of real 
cost control. Most companies have systems that emphasize the devel-
opment of product cost rather than the controlling of cost at the source 
where costs originate. With responsibility accounting and reporting, 
it is possible to meet all three cost-accounting objectives. The first 
step is for the cost department to summarize all the costs on the basis 
of who generated the costs. This basic information is provided by the 
general accounting section to the cost department, which provides the 
reports to manufacturing. After providing this information, the second 
step is to reconstruct the data to arrive at product cost and cost for 
inventory pricing. 
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In effect, this has changed the emphasis to the objective of 
cost control for management reports, while coincidentally arriving at 
the normal cost statements. 
Early cost-accounting routines were set up to supply un.it 
product cost for pricing decisions and to provide periodic profit-or .. loss 
statements. Primary cost classification was by object of expenditure 
(e. g., wages, material, depreciation, etc.). Costs were allocated to 
production on the same basis. 
These methods served their purpose reasonably well and 
constituted a foundation upon which techniques for other purposes could 
be built. However, effective use of responsibility accounting and 
reporting as a tool to aid managerial control over cost required develop-
ment of new concepts and new techniques. 
Whereas accounting for profit determination calls for matching 
costs with related revenues, cost control requires matching 
costs with responsibility for control actions. Moreover, cost 
control is concerned with the change at the point of origin, while 
product-cost determination is concerned with disposition of the 
costs. 2 
RESPONSIBILITY REPORTING 
One of the most irritating, persistent, and vital problems 
which confronts business management today is the question of what to 
do about controlling expenditures. The real need is for a tool which will 
identify the individuals responsible for expenditures and provide them 
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with periodic reports on the results. If a man is to exercise sound 
judgment, he must be fully informed on what is happening in his area 
of accountability. The report must tell about the performance of the 
man. It should show the results of that person's part of the business 
as if he were running his own. The story should be told without confu-
sion or complication by reason of the action of others. "Since a man 
is inclined to think of his job, _!:!!initiative, _!:!!action, the report 
should cover his sphere of responsibility. 113 
In a system of responsibility reporting it is necessary that 
each level of responsibility be clearly defined since the reporting system 
must follow the exact lines of responsibility. When an organization 
chart is designed along these lines of responsibility, it will usually 
differ from a conventional organization chart. The notable difference 
is in the area of staff positions, which are usually shown on an organiza-
tion chart as separate functions. In a responsibility-reporting system, 
staff functions are either included in the department being served, as 
shown in Exhibit I, or as ·a separate responsibility department. 
Responsibility reporting is closely associated with cost 
accounting. A cost-accounting system which is to be used as a managing 
tool must fi-rst assign responsibility for expens.e. Thii is particularly 
true in a standard cost system. Kltowledge of variances in performance 
have little meaning if responsibility for these variances is not established. 
The design of responsibility-reporting systems should be guided 
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-by the same rules applied to cost accounting. Some of the more signifi.,. 
cant principles are as follows: 
1. Establish appropriate accounts so that cost items can be 
readily recorded in the proper account without detailed 
analysis. 
2. All items of expense should be recorded according to the 
lowest level or area of operations to which they can be 
directly related and assigne.d. 
3. No items should be split to a lower classification 
requiring allocation or proration on any basis however 
appropriate. 
4. Any desired information which requires cost allocation 
or other arbitrary assignment of costs to lower levels 
of classification should be provided only by special 
analytical reports prepared from accounting records. 
In one sense control of costs is accomplished at the time each 
individual expense is incurred. However, as a practical matter, periodic 
reporting to each level of management is necessary to show each manager 
the cumulative effect of his many decisions on specific items of expense 
and, of course, to let the next level of management to whom he reports 
know how well he has done. If an adequate system for determining costs 
of responsibility is in place, regular reports comparing expenditures 
with standards or targets can and should be made. There are, of course, 
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many variations in reporting philosophy which might be used in setting 
up a system. In addition, there are differences in assignment of 
responsibility. 
If a department of a company has several functional sections, 
together with subsection ... , unit-, and subunit-levels of management in 
some of these functions, the pattern of reporting would be as follows: 
1. The General Manager would receive a report which 
compares with standard the total expenditures for 
those managers who report to him, plus the total of 
such costs as he personally controls. 
2. In addition, the General Manager would receive a report 
which compares with standard details, in whatever 
fashion he requires, the specific expenditures which he 
controls. 
3. Each Section Manager would receive similar reports 
listing the subsections within his section. 
4. Each Subsection Manager and Unit Manager who had dele-
gated responsibility to managers reporting to him would 
receive reports in this same fashion. 
5. Subsection and Unit Managers who had not delegated 
responsibility for control of costs and all subunit map-. 
agers would receive reports comparing with target the 
detailed expenditures as they require them to control 
thei:J: total expenditures. 
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The reports enumerated above represent those that are required 
for current cost-control purposes if costs are being controlled in accord-
ance with the concept of delegated responsibility. Reports which cross-add 
the expenditures of lower levels of management are not needed for the 
purposes of control of costs to a standard, although they may occasion-
ally be needed in some form. Such reports might, for example, facilitate 
quick forecasting or be needed for planning changes, such as reducing 
or increasing shifts due to overtime costs. Moreover, it is ordinarily 
unnecessary for a manager to receive copies of reports going to the next 
level of managers reporting to him, since he would be holding them respon-
sible for their total performance. The latter case is true whether the 
reporting manager is receiving a report which details specific items of 
cost or which lists the performance of the next level of management. 
Needless to say, for the responsibility-reporting system to be truly 
effective, the responsibility for all the cost items must be specifically 
assigned. The existence of pooled costs for which accountability is left 
in mi~-air tends to defeat the purpose of the system. 
The importance of responsibility reporting is summed up by 
Mr. Edward J. Phillippe: 
Responsibility reporting is primarily a change in emphasis from 
product-cost reporting to the more fundamental cost-control 
aspects of accounting. It is a system which stresses information 
and assists them in solvir;{ the problems of what to do about 
controlling expenditures. 
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RESPONSIBILITY ACCOUNTING 
Over the years management's attention has been increasingly 
directed toward the refinement and usage of accounting and financial 
information as managing tools. Organizational principles, cost-
accounting systems, and budgetary cost controls were developed to a 
highly useful status. With technique so developed, whenever the need 
for accounting controls was recognized, it has been possible to acquire 
quickly the whole package under the title of responsibility accounting. 
Responsibility accounting is the accumulation of costs by manag-
ers responsible for their control. With many older organizations there 
existed a lack of clear-cut authority and responsibility for costs. As a 
result, emphasis in accounting was placed on accumulation by type of 
expenditure within certain overall groupings, such as administrative 
expense, development costs, customer-complaints expense, and manu-
facturing cost, without clear-cut alignment of these major groupings of 
real responsibility. 
Some may be familiar with other concepts of cost accumulation 
by function and may have a question as to wherein responsibility accounting 
differs. Old concepts of accounting develop manufacturing cost, engi-
neering cost, and commercial and administrative cost. It may be helpful 
to think of this older classification as being an effort to develop the cost 
of the function rather than the cost which that functional manager controls, 
as in responsibility accounting. On the old basis, it may have been 
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reasonable to include in manufacturing an assessment from finance for 
such things as payroll or cost accounting. Under responsibility 
accounting, however, these two activities being assigned to the comp-
troller or head accountant remain in his expense. 
In summary then, responsibility accounting does not involve 
a drastic change in accounting theory or principles. It is for the most 
part a change in emphasis from the product-cost to the cost-control 
aspects of accounting, whereby the accounting structure is directed 
toward the accumulation of costs by actual responsibility as a prime 
classification and subdividing this according to the responsibility 
assignments down to the first line of responsibility for management 
of costs. The further classification of costs by type of expenditure, 
insofar as control is involved, is merely a subdivi!i3ion of these respon-
sibility areas to serve as a tool in analyzing and controlling the costs in 
each responsibility center. 
After the responsibility-accounting statements have been issued, 
then costs are adjusted and blended for product-cost purposes and to 
obtain the conventional financial statements. 
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CHAPTER II 
ESTABLISHING A RESPONSIBILITY -REPORTING 
AND ACCOUNTING SYSTEM 
The design and installation of a new system represents a 
major undertaking for a business organization, requiring a great deal 
of competence in solving problems in organization, cost accounting, 
budgeting, and cost control. 
Responsibility accounting is a phase of accounting which ex-
tends well beyond the normal responsibilities and authority of financial 
management. From the beginning, such a program should be recognized 
as a general management responsibility for which accounting management 
provides technical assistance. General management must provide direc-
tion to the program through a complete clarification of the objectives and 
responsibilities of the business organization at all levels. 
IDENTIFICATION OF LINES OF RESPONSIBILITY 
The first step in developing a responsibility-accounting system 
is to identify lines of responsibility and individual responsibility areas. 
Each level of management defines and assigns responsibilities and 
reporting systems for the next lower level only. Definition of control 
and the application of the chart of accounts, aside from determining 
responsibilities, can and should be standardized and controlled at the 
top level of management. 
Management must provide a properly organized business 
structure. The following principles of organization are important to 
responsibility reporting: 
1. Every necessary function is assigned to a unit of the 
organization. 
2. The assignment of responsibilities is specific and 
understood. 
3. Overlapping of responsibilities must not exist. 
4. Each position of an organization reports to only one 
supervisor. 
5. A supervisory position over each logical grouping of 
activities at each management level must be established. 
For reasons of economy and personality, no actual organiza-
tion follows the ideal. 
The most important tasks in developing the administrative 
organization are to place responsibilities at their proper level 
and to make sure that responsibility and authority are commen-
surate with each other and sufficient to permit the full 
exploitation of the function. 5 
To put responsibility reporting into action requires a clear 
definition of the organizational structure of a company. A sound 
organization is the product of a positive and dynamic program of planning 
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and control. The construction of a sound organization involves: 
1. Comprehensive study and establishment of the objectives 
of the enterprise 
2. A basic plan and policy of organization 
3. A proper structure of organization for administrative 
purposes 
4. An organization chart 
5. A manual to clarify the responsibilities and functions 
of each organizational unit 
6. Complete review and complete coordination of charges 
7. Periodic review and evaluation of the organizational 
plan. 
The most fundamental task in planning and controlling an 
organization is that of determining the scope of the objectives of the 
enterprise. This clearly is a responsibility of general management, 
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as no other body is competent to reach such a decision. One can observe 
that this step is fundamental to the establishment of cost and budget controls. 
In order to insure clear lines of authority and responsibility 
and to provide a firm basis of responsibility over cost and operations, it 
is good practice to prepare a written statement covering the basic func-
tion of the organizational unit and the specific responsibilities, authorities, 
and relationships which are assigned to it. There is no point in any 
company's trying to carry through on a program of responsibility reporting 
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unless it has a good organizational structure which will permit definition 
of responsibilities and authorities. 
ORGANIZATIONAL STRUCTURE 
There are three types of functional or horizontal organizations 
that may be used in establishing a basic organization for responsibility 
reporting. The purpose of horizontal organization is to apply the princi-
ple of specialization of work and division of labor. The first approach 
is a functional approach through the establishment of basic specialties 
necessary to the business. In manufacturing, these are generally: 
sales, engineering, manufacturing, financial, and industrial-relations 
functions. Another approach in the division of work for the enterprise 
is that of horizontal organization by product. The approach does not 
stand alone, since the organizer still must functionalize the operations 
necessary to create, convert, and distribute each product. A third 
approach toward horizontal organization is that of regional or geograph-
ical organization. This approach, like the product approach, cannot be 
used alone but must be supplemented by the functional approach for the 
organization of each geographical division. Whatever the approach to it, 
horizontal organization establishes operating relationships, coordination, 
and balance in the organization. The normal or natural flow of operations 
•. 
in transacting the business of the enterprise often provides the best 
method of determining the functional grouping. 
The final phase of organizational planning can be properly 
described as vertical or administrative organization. Management 
must design into the organization formal units for administrative pur-
poses. Responsibilities and areas of authority must be clearly defined 
and established. Spans of control must be properly set up, and lines of 
communication must be short. This phase of organizational planning is 
clearly based upon a combination of organization and administrative 
principles. It is to the administrative organization that systems of 
cost and budget are, in the final analysis, directed, and there exists 
a close relationship between planning and the development of the adminis-
trative organizational structure. 
The administrative organization should be developed from the 
general management down to the worker on the job. This is the natural 
flow of delegation of authority and responsibility. If the functional 
groupings have been made with due consideration to the natural flow or 
cycle in the business operation, the development of the administrative 
organization will be facilitated. 
PREPARATION OF BUDGETS 
The second step in the establishment of an accountability sys-
tem is the setting up of budgets by responsibility. Since costs are 
controlled by people with authority to make cost-incurring decisions, 
costs should be budgeted and reported by the control responsibilities 
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established by the company's organization plan. 
Responsibility accounting lends itself to the operation of a good 
budget system. Supervisory personnel who are granted the responsibility 
for the expenditures of cash should participate in the planning of the 
allocation of the company's funds to be expended. If the results of this 
planning are to become a part of periodic reports, each responsible 
individual will want his expenditures to be measured against hilS own 
budget estimates. If the estimates are not his own, he will probably 
make little or no attempt to use the information as a means of controlling 
his operations. It follows then that a necessary step toward obtaining 
this objective is for each responsible individual to participate directly 
in forecasting his expenditures. 
Budgets are as important as forecasts, which are no better 
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than the underlying budget upon which they are based. If the underlying 
budgets have no substance, then nei~her has the cash forecast. No budget 
system is fully effective unless there is an attitude of personal involve-
ment on the part of the responsible individuals toward the budgets over 
which they can exercise control. Each respcmsible individual in an 
organization must feel that the budget is his budget and not something 
forced upon him. Responsibility reporting is an essential tool to budgetary 
control of operations. 
DEVELOPMENT OF ACCOUNTING PROCEDURES 
If budget .performance is to be reported and--measured, the 
accounting system must coincide with the established budgetary respon-
sibilities. The financial organization of a company is as signed responsi-
bility for the technical development of the system. This includes 
conducting detailed field surveys, designing a coding system for a chart 
of accounts and responsibility identification, preparing a manual of 
accounts, designing detailed procedure, issuing a manual of instructions, 
and accomplishing the installation of the system. It further includes 
calling to the attention of general management organizational inconsist-
encies that come to light during the study. In the next few paragraphs 
certain aspects of these phases will be discussed. 
A real understanding of the operations conducted in the field 
is essential to designing the system. This is gained from an extensive 
survey of all areas of operating and administrative activity. In this 
survey emphasis must be placed on identifying costs, origins of costs, 
authority for approval of expenditures, management responsibilities for 
operations and organizational structure for responsibilities. This infor-
mation must be sufficient to describe the organizational structure as to 
chain of command, groupings of responsibilities, and levels of manage-
ment; to prepare a chart and descriptive manual of accounts; to develop 
management reports; and to develop necessary procedures and instruc-
tions. 
In developing a coding system, it is necessary to recognize 
two separate aspects. The first concerns the code used to identify the 
21 
accounts according to general ledger classification. This code should 
not attempt to denote any responsibility assignments. The second aspect 
concerns the code used to identify responsibilities. Again, this is 
entirely separate from the classification of accounts. 
"A code is a plan by which numbers or letters of the alpha-
bet (or a combination of numbers and letters) can be assigned to a 
previously arranged classification. " 6 Codes are convenient devices 
for identifying and distinguishing the items in a classification. The 
term "classification" is used in its broadest sense. Bits of information 
from various sources must be classified before they can be summarized. 
In an expense classification, this could be by object of expense, depart-
ment, and responsibility. 
It is seldom difficult to determine what classifications should 
be used. The real problem arises in selecting the means of identifica-
tion that will be used to record the various classifications. Under a 
given set of conditions, one method will be efficient while another will 
not. On the telephone company's toll tickets, alphabetic abbreviations 
are extensively and effectively used. But for certain operations on punch-
card equipment, alphabetic characters will not work at all. A satisfactory 
code is one that performs its functions without being cumbersome in 
application. 
As has been stated before, the control over costs must be 
exercised by individuals, and therefore the concept of responsibility 
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underlies practically every accounting technique which serves the pur-
pose of cost control. This is accomplished by introducing into the 
accounts a classification by responsibility for control and by classi-
fying costs on this basis at the point of origin. Cost classifications 
needed for profit determination and other purposes are retained. In 
such a system, a plan of coding is developed which allows costs to be 
classified in different ways. 
A large manufacturing industry in eastern Massachusetts 
uses a twelve-digit code classification of costs. For responsibility 
reporting, the ninth digit is used to identify the unit, and the tenth 
digit denotes the person responsible for the expense. Different types 
of expenditures are identified by the fourth digit of the accounting-
distribution number. This coding has been set up in order to facilitate 
mechanical compilation of reports. These classifications answer the 
questions, "Who is responsible for the cost?" and "For what was the 
money spent?" In order to maintain control over costs, it is essential 
to have the answers to these questions. 
CHART OF ACCOUNTS 
From knowledge gained by field surveys, a chart of accounts 
as well as a manual describing these accounts can be prepared. It is 
obvious that a formal classification of accounts is necessary. It is also 
desirable to write up in considerable detail the type of items that are 
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intended to be charged and credited to each account. If the charges are 
not clearly defined, it is likely that a questionable item will be charged 
to one account at one time and to another account at another time, and 
the comparability of successive statements is impaired. Another reason 
for preparing a formal manual of accounts is that i~ serves a training 
function in case of turnover among accounting employees. The classi-
fication must be formalized for distribution to the numerous executives 
and clerks who have a hand in originating, approving, and coding finan-
cial documents. 
In addition to the above requirements, when a new chart of 
accounts is being introduced, a reference system between the new 
accounts and the old accounts will be required. For regulated indus-
tries this reference will be a continuing requirement. 
The manual of accounts should provide a definite description 
of the account, a short descriptive title, the account code, and reference 
24 
to the former or required regulatory accounting basis. Reference between 
charts of account as well as the summarizing of data vertically to produce 
reports for several levels are best accomplished by mechanized procedures. 
DISSEMINATION OF FACTS TO MANAGEMENT 
The basic ground work has now been laid for the organization, 
measuring, and accumulation of figures in order to arrive at the basis 
for disseminating statements to management at the end of each fiscal 
period. The final point in the discussion of developing a responsibility-
accounting system will be the function of dissemination of facts. 
Regardless of the technical soundness and accuracy of a 
statement it will not be well received unless it is clear, concise, and 
understandable to the non-accounting executive. Readability of a state-
ment should receive the same emphasis that an advertising agency gives 
to copy writing. This will require careful consideration of the volume 
of information presented in a statement and of the terminology used. 
The statement should be arranged so that it is inviting to the reader. 
Another point is follow-up, which probably provides the 
accountant with his greatest opportunity in serving management. After 
the deadline is met and the monthly statements are completed, there is 
a tendency among some accountants to relax and say, "Thank heavens, 
that is over for another month." Yet it is only at this point that state-
ments are ready to serve their purpose. Only then are executives ready 
to interpret the statements, make decisions, and take action on the basis 
of the information presented. Industrial accountants can increase their 
usefulness by discussing the results with operating executives, assisting 
in interpretation, and helping with the operational factors. The indus-
trial accounting department should be organized so that capable 
accountants may follow up statements and assist executives in using them. 
The accountant can assume an important co-ordinating function 
in the business picture, too. He supplies the data, in the presentation 
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and interpretation of which there is an opportunity to correlate the 
activities of functional departments. He has an opportunity to assist 
in effecting better co-operation among sales, manufacturing, and 
research departments. 
Accounting is a service function, and the accounting depart-
ment is a service organization. The accountant who best serves 
management provides the greatest amount of assiS'tance to the manage-
ment, becomes intimately acquainted with management's problems, 
and assists management in analyzing problems and formulating solutions. 
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CHAPTER III 
MANAGEMENT REPORTING 
The trend in reporting is toward responsibility reporting. 
Using this technique, the reporting structure follows the organization 
chart. It is designed to report to members of management, at the 
various organizational levels, on how they have performed compared 
with what was expected of them as established in the form of a budget 
or other yardstick. This does not necessitate disclosure of total profit 
information, which can remain as closely held as is desired; rather it 
indicates only expenses in those areas where supervision or members 
of management can control and be held accountable for adverse or favor-
able trends. It is the control feature which is important. Cost reports 
which follow the organization chart assist in the control function and 
create a favorable climate for the management-team approach. 
In the past, cost data were available only to top management. 
It is now realized that with delegation of authority must go the right to 
receive all the information needed to make decisions intelligently. 
Foremen and other employees at the supervisory level of management 
are in the best positions to exercise control over the usage of labor, 
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materials, and other items which constitute a major portion of produc-
tion costs. The. accountant is now called upon to furnish each supervisor 
with periodic reports showing the costs for which he is responsible. Non-
controllable costs are also located in the department cost report. It 
should be clearly understood that the department supervisor is not held 
responsible for controlling these costs. The arguments usually advanced 
for showing all costs applicable to a department have been stated as 
follows by Clarence B. Nickerson: 
The foreman or department head is the steward of a considerable 
amount of expensive equipment and space. In addition, the 
existence of these facilities makes necessary a variety of general 
overhead expenses. One of the foreman's responsibilities is to 
make efficient use of these facilities. It seems to be desirable 
to•~ake him at least aware of the costs to the Company when he 
does not use these facilities efficlentl y. 7 
MAJOR ELEMENTS OF REPORTING 
Ignoring the many minor matters important to the preparation of 
reports, the following must be included if a system of management 
reporting is to be effective: 
1. Timeliness 
2. Clarity 
3. Simplicity 
4. Incorporation of Yardsticks 
5. Variance Analysis 
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1. Timeliness. Seventy-five percent accuracy in a prompt 
reporting system is of greater value to management than ninety-five 
percent accuracy in reports that are prepared later. Too often the 
accountant's desire for accuracy, which can never be completely 
achieved, frustrates management's desire for information upon which 
to base policy decisions. Any system of reporting that does not produce 
information by the eighth working day needs improving. Many compa-
nies are issuing flash reports by the second working day. 
2. Clarity. All too often accounting management fails to 
recognize that reports are not directed to those with formal accounting 
backgrounds. The use of jargon, accounting terminology, and other 
technical expressions frequently frustrates and detracts considerably 
from the value of reports. Above all, reports must be clear and readily 
understandable. 
3. Simplicity. In the average operation, it is the thousands 
of dollars that are important. At best, the inclusion of dollars and cents 
only shows that the accountant has balanced the reports. Management, 
however, is prepared to assume that reports are balanced and does not 
r~quire written proof. Similarly, reports should not be cluttered with 
unnecessary figures. It is the key items that count, and plenty of white 
space highlights these and makes a report more readable and easy to 
understand. 
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4. Incorporation of Yardsticks. Any report that is measured 
against a predetermined plan or yardstick of measurement increases 
in value, enabling a quick analysis to be made of the efflc:l.eney of the 
month's performance without the mental reservations necessary H no 
such measurements are included. A budget department is not needed 
for a simple projection which, month by month, will permit compari.son 
of performance against a predetermined plan. No management report 
issued without some form of yardstick is fully effective in helping 
management to control an operation. 
5. Variance Analysis. The use of yardsticks as a 
responsibility-reporting technique necessitates an analytical analysis 
on the part of the accounting group. Again, the reports directed to 
operating management need simple, clear explanations to assi.st in 
control and permit the accounting function to be of service to the 
operating function, which is its main objective. A deeper analysis 
of variance and measurements will be made in Chapter IV. 
OBJECTIVES OF OPERATING REPORTS 
Reports to management should be designed to tell the whole 
story--not only what happened, but who is responsible. Effective cost 
control can be achieved only if the following conditions are met: 
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1. The accounting-and-reporting system translates control 
of expenditures to the individuals in the company 
organization who are responsible for their control. 
2. The system results in the preparation of accounting 
statements for all levels of management, designed 
primarily so that such statements can be effectively used 
by operating people as tools in controlling the cost of 
their operations. 
3. Th~ inf_ormation shown in the report emphasizes data that 
are useful to the operating management and de-emphasizes 
the bookkeeping aspects that clutter up most conventional 
operating reports. 
TYPES OF MANAGEMENT REPORTS 
It is not practical in this paper to list more than a representa-
tive selection of management reports. Following are a few sample 
reports that may be used to assist management in controlling an 
operation. However, reporting systems must be tailor-made to the 
operation to be effective. The needs of companies, even in the same 
industry, differ, and to some extent are dictated by the training and 
method of operation of top management. 
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Financial reports, directed .to top management: 
1. Tabular-balance sheet with comparisons from the last 
audited sheet and a difference column, giving a moving 
picture of the source and application of funds on a 
monthly basis. 
2. Condensed profit-and-los~ -account, showing month and 
year-to,;.date figures which are compared to budget. This 
report should be prepared by b.oth area of responsibility 
and type of expense. The former provides a bird's eye 
view of the operation by function, and the latter by major 
expense category. 
Department operating reports, directed to department heads: 
l, Reports of expenses by major departments analyzed by 
area of responsibility for sections within the department 
and type of expense for the department overall. Again, 
these reports should contain month and year-to-date 
figures with a comparison against budget. 
2. Various reports of overhead absorption and other statis-
tical data may well be required, depending upon the nature 
of the operations. 
Section and cost-center reports, directed to the first-line 
supervisor. 
Reports on variable expense, directed to the section head 
concerned or cost-center foreman. 
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REFOR T PRESENT AT ION 
The physical design of reports is often haphazard, following 
the traditional debit-and-credit format. Considerable thought should 
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be given to establishing a format that makes reports readilyunderstandable. 
The following are examples of trends in report presentation: 
Current Month Description Year-To-Date 
Actual Budget Variance Actual Budget Variance 
Current Month Description Year-To-Date 
Actual Budget Last Year Actual Budget Last Year 
Frequently percentages, ratios, and traditional comparisons, 
such as ratio of current assets to current liabilities, etc., are added in 
appropriate places. These, to a great extent, depend upon the need of 
management. 
The use of graphs can be helpful in emphasizing key factors. 
A leading corporation, which spent substantial time and effort in refining 
its reporting system, combined most effectively a top-management report 
with a series of graphs. 
ILLUSTRA'I'IVE REl?ORTS FOR RESPONSIBILITY CON'I'RQL 
Responsibility accounting is very similar to departmental 
accounting with the notable exception that only controllable costs are 
reported to the individual department heads. The noncontrollable 
expenses, embracing such items as depreciation, insurance, and taxes, 
are not included in any departmental statement, but are included in the 
overall budget and controlled on a company-vvide basis. The handling 
of noncontrollable expenses will be discussed in greater detail in a 
later chapter. 
To illustrate the statements prepared under a responsibility-
accounting system, the lines of responsibility in the organization chart 
shown in Exhibit I lead from the drill-press foreman to the general 
superintendent, the vice president of production, and finally the president. 
For each level of responsibility, a specially designed report 
is tailored to the specific need of the particular person who is responsible 
for that level. The statements for the company must be designed on a 
basis that affords them the best control over their costs. The drill-
press foreman, as well as any other individual who has been assigned 
responsibility for controlling costs of a certain segment of the company, 
receives a statement similar to the one shown in Exhibit II. As can be 
seen the individual elements of :costs are budgeted at the commensurate 
level, and variances from budgets by element are set forth. 
The individual line items included as controllable expenses are 
those items which were assigned to this particular department. The line 
items should be established with the assistance of the department head. 
This tailoring of the breakdown of the department total must provide 
maximum aid to the department head in the control of his costs, since 
34 
EXHIBIT I 
ORGANIZATION CHART 
PRESIDENT AND 
GENERAL MANAGER 
I 
I I 
VICE PRESIDENT PERSONNEL VICE PRESIDENT CHIEF VICE PRESIDENT 
OF SALES MANAGER OF PRGDUOTION ENGINEER OF FINANCE 
ADVERTISING "- ,_ ENGINEERING AND DRAFTING 
.... 
SALESMEN 1... MODEL SHOP 
-
'l'REASURER 1- I-. 
1.-
SERVICE 
'"'" 
1-- CONTROLLER 
.INTENANCE t- PRODUCTION 1- 1- GENERAL 1-CONTROL -- INSPECTION ACCOUNTING 
GENERAL lo-
. StTPERIJ rENDENT 
-
TOOL ROOM} PURCHASING~ ' L{RECEIVING COST AND t s~~E~~G PAYROLL 
I I 
HAND SCREW AUTOMATIC PRILL PRESS HEAT ASSEMBLY PUNCH PRESS PLATING TREATING MACHINE ~GREW MACH. 
SOURCE: Clarke, Stuart A.: "Step Reporting" for Responsibility Accounting. N.A.A. Bulletin. 
vol. 42, no. 10, June 1961. p. 6. tJ,) VI 
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EXHIBIT II 
DRILL PRESS COSTS 
(Foreman) 
(OVER) OR 
AMOUNT UNDER BUDGET 
This Year This Year 
Month To Date Month To Date 
CONTROLLABLE EXPENSES 
Supervision $ 350 $2, 100 $ --- $ ---
Setup 175 910 ( 1 0) 40 
Repair and Rework 230 1,215 20 35 
Overtime Premium 215 1, 145 (25) (215) 
Supplies 95 545 ( 1 0) (5) 
Small Tools 115 625 20 (35) 
Other 285 1,620 40 85 
TOTAL $1,465 $8,160 $ 35 $ (95) 
STANDARD VARIANCE 
This Year This Year 
Month To Date Month To Date 
PRODUCTIVE LABOR 
Amount $2,550 $14,250 $ 250 $ 400 
Hours 1,700 9,500 50 90 
Per Hour $ 1. 50 $ 1. 50 $ • 15 $ • 05 
SOURCE: Clarke, Stuart A. , op. cit. , p. 7. 
he is the one who will prepare the budget, incur costs, and be 
accountable for variations from the budget. This statement does 
not include any costs not controllable by the drill-press foreman. 
The totals of the controllable expenses and productive labor 
from this statement are then carried forward to the summary-type 
statement of the next higher level of responsibility. The general 
superintendent receives a statement summarizing all the controllable 
costs over which he is responsible, as shown in Exhibit III. He also 
receives a detailed statement of his own department expenses, with 
the breakdown of the expense classification that he required as a control 
of his own office costs. 
The build-up of expenses by levels of responsibility continues 
up to the report for the president. The president receives a statement, 
as shown in Exhibit IV, which summarizes all the controllable expense 
for the company by major areas of responsibility. These are the same 
major areas that were represented by the top line on the organization 
chart. This responsibility report for the entire company is the means 
by which the president controls the costs on an overall, company-wide 
basis. The over/under budget total shown on this statement represents 
the amount of variance from the budget for all controllable expenses of 
the company. 
37 
38 
EXHIBIT III 
PRODUCTIVE DEPARTMENTAL COST SUMMARY 
(General Superintendent) (OVER) OR 
AMOUNT UNDER BUDGET 
This Year This Year 
Month To Date Month To Date 
CONTROLLABLE EXPENSES 
General Superintendent's 
Office $ 960 $ 6,300 $(115) $ (67 5) 
Drill Press 1, 465 8,160 35 (95) 
Automatic Screw Machine 2,845 17,445 (65) 75 
Hand Screw Machine 3, ll5 18,085 90 (135) 
Punch Press 5,740 33,635 (65) (1' 240) 
Plating 1,865 9,795 (1 75) 825 
Heat Treating 3,195 18,015 210 35 
Assembly 5,340 35,845 (625) (1, 380) 
TOTAL $24,525 $147,280 $(71 0) $(2, 590) 
STANDARD VARIANCE 
This Year This Year 
Month To Date Month To Date 
PRODUCTION LABOR 
Drill Press $ 2,550 $ 14,250 $ 250 $ 400 
Automatic Screw Machine 1,310 7,890 110 740 
Hand Screw Machine 5,240 31,760 540 1,560 
Punch Press 3,720 23,850 215 940 
Plating 1, 410 7,370 155 1, 410 
Heat Treating 1, 630 8,510 180 390 
Assembly 11,260 68,340 1,570 {31 0) 
TOTAL $27,120 $161,970 $3,020 $5, 130 
SOURCE: Clark~, Stuart A., op. cit., p. 9. 
EXHIBIT IV 
DEPARTMENTAL COST SUMMARY 
(President and General Manager) 
CONTROLLABLE EXPENSES 
President's Office 
V. P. Production 
Chief Engineer 
PersonneL Manager 
V. P. Sales 
V. P. Finance 
TOTAL 
AMOUNT 
This 
Month 
$ 3,120 
42,635 
7,520 
2,540 
25,860 
9,230 
$90,905 
Year 
To Date 
$ 18,410 
254,705 
44,830 
15,135 
151,380 
55,460 
$539,920 
STANDARD 
This 
Month 
Year 
To Date 
(OVER} OR 
UNDER BUDGET 
This 
Month 
$ (30) 
(1, 020) 
135 
(40} 
(345) 
(85) 
$(1,385} 
Year 
To Date 
$ :(15$) 
(3, 655) 
780 
90 
(670} 
125 
$(3,485} 
VARIANCE 
This 
Month 
Year 
To Date 
Productive Labor $27,120 $161,970 $3,020 $5,130 
SOURCE: Clarke, Stuart A., op. cit., p. 9. 
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RESPONSIBILITY VS. CONVENTIONAL REPORTING 
The responsibility..:accounting system, as illustrated, must 
still meet the requirements of producing conventional statements of 
income and expense. 
To illustrate the conversion from a responsibility to a 
conventional basis, let us first look at a typical income statement, as 
shown in Exhibit V. The income statement includes a comparison of 
the budget against actual income and expenses. Obviously, the reporting 
system is incomplete unless the aggregate of the departmental budgets 
_is combined with the noncontrolla,ble costs to arrive at an overall total 
for comparison. The actual operations of the company can then be 
compared with the planned objective, including a comparison of actual 
and forecasted sales. 
The techniques of conversion can best be illustrated by the 
worksheet shown in Exhibit VI. The column on the left represents the 
total costs incurred for the period. The other columns show the 
distribution of the costs into conventional classifications. 
The total costs incurred include the controllable expenses by 
department, as shown in the president's summary. The productive 
labor at actual is then included to arrive at the total of expense shown in 
the responsibility statements. To this are added costs not assigned to a 
particular responsibility department, which would include raw material 
and noncontrollable expenses. 
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EXIllBIT V 
STATEMENT OF INCOME AND EXPENSE 
(OVER) OR 
ACTUAL UNDER BUDGET 
This Year This Year 
Month To Date Month To Date 
Net Sales $374,235 $2,120,680 $ 765 $(20, 680) 
Cost of Sales 
Standard $248,140 $1,415,905 $ 1, 860 $(15, 905) 
Variances $ 14,890 $ 46,490 $(9, 890) $(16, 490) 
Total $263, 030 $1,462,395 $(8, 030) $(32, 395) 
Gross Profit 
from Sales $111' 205 $ 658,285 $ 8, 795 $ 11,715 
Expenses 
Selling $ 27,950 $ 171' 740 $ (375) $ (735) 
General and 
Administrative $ 14,945 $ 83,080 $ ( 140) $ (60) 
Total $ 42,895 $ 254,820 $ (515) $ (795) 
Net Profit 
before Taxes $ 68,310 $ 403,465 $ 9, 310 $ 12, 510 
Provision for 
Federal Income 
Taxes $ 35,520 $ 209,950 $ 4, 840 $ 6,505 
Net Profit 
for Period $ 32,790 $ 193,515 $ 4, 470 $ 6,005 
SOURCE: Clarke, Stuart A., op. cit., p. 11. 
EXHIBIT VI 
TRANSLATION OF DEPARTMENTAL COSTS TO CONVENTIONAL CLASSIFICATIONS 
DISTRIBUTED TO 
CONVENTIONAL CLASSIFICATION 
CONTROLLABLE EXPENSES 
President's Office 
V. P. Productit>-n 
Chief Engineer 
Personnel Engineer 
V. P. Sales 
V. P. Finance 
Transfers 
Departmental Totals 
Productive Payroll-Actual 
Totals-Responsibility Statements 
OTHER EXPENSES 
Material Used-Actual 
Depreciation, Taxes, Insurance 
Totals 
Less -Adjustments 
Inventory Increase 
Costs Capitalized 
Cost of Sales 
Total Expenses 
$ 3,120 
42,635 
7,520 
2,540 
25,860 
9,230 
...... 
$ 90,905 
$ 30,140 
$121,045 
$185,965 
10,740 
$317,750 
SOURCE: Clarke, Stuart A., op. cit., p. 11. 
Cost of Sales 
$ 
42,635 
7,520 
(285) 
$ 30,140 
$185,965 
8,880 
$274,855 
$(10,430) 
(1,395) 
$263' 030 
Selling General and 
Expenses Administrative 
$ 
---
25,860 
1,250 
---
840 
$ 27,950 
$ 3,120 
2,540 
9,230 
(965) 
1,020 
$ 14,945 
~ 
N 
The total controllable expenses of each of the major areas 
of responsibility have now been classified into conventional expense 
categories. 
REPORT INTERPRETATION FOR MANAGEMENT 
Previously, analytical comments on reports have been 
advocated. The present practice in many companies is for a mass 
of reports to be directed to management by accountants without pertinent 
comments and analysis. To the fullest extent possible, management 
reports should be designed so that the interpretation is made easy and 
management's attention is focused only on those matters requiring action. 
As a service function, accounting should include adequate interpretation 
in its reports. Whoever in finance puts together management reports 
should review, analyze, and make comments when he forwards the reports 
to management for their use. This saves valuable management time and 
permits problem areas to receive the attention needed. All comments 
should be brief and to the point. A stereotyped approach should be avoided. 
An interpretable report can be an invaluable contribution not only to top 
management, but to all levels to whom reports are directed. 
STIMULATING FOLLOW-UP ACTION 
The accounting function's responsibility does not cease with 
the timely presentation of reports incorporating the items referred to 
thus far. Together with other members of management, the accountant 
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has a responsibility to see that reports are used. Interest must be 
maintained and service provided through the interpretation of trends 
and figures. A responsible financial man can do much to make reports 
understood and to obtain action. 
The following points are some of the important responsibilities 
of financial management to stimulate action on management reports: 
1. Maintain interest in the reporting system at all levels 
of management. 
2. Hold explanatory meetings to review figures and analyze 
results. 
3. Issue flash reports of important facts as soon as available. 
4. Make sure that the figures are understood at the lowest 
levels. 
5. Create management interest in budgets and variances. 
SUMMARY 
Management reporting is the heart of the communication system 
and, depending upon the effectiveness of reporting, is the control manage;-
ment has over an operation. It must be emphasized that a reporting 
system has to be tailor-made for a particular operation. The fundamentals 
are common to both small and large systems of reporting. The smallest 
company benefits to an equal extent with the large company when a good 
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system of management reporting is installed. Sound organization, 
planning, budgets, and personnel policies, coupled with efficient 
management reporting, are keys to successful management control. 
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CHAPTER IV 
PERFORMANCE MEASUREMENT AND ANALYSIS 
The business of this country has grown more and more 
complex. It has become increasingly difficult for top management to 
exercise sound judgment over operations at lower levels in the 
organization. The magnitude and complexity of this problem, rapidly 
changing conditions, and new developments make it virtually impossible 
for even the best executives to keep well informed and to resolve the 
many questions that come daily to their attention. Thus, we find great 
emphasis being placed on the techniques of business planning and 
management control. 
The explanation of performance measurement is very simple 
and can be described this way: lay plans carefully in advance, control 
the results according to the plan, and take action only when the program 
starts drifting. 
The following sections deal with several methods of controlling 
costs and obtaining effective performance measurement. 
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BUDGETING CONTROL 
Effective performance measurement in most organizations 
starts with standard costs and budgetary control. American industry 
is in agreement that these two tools are the keystones of effective 
management control. They force each executive to outline a carefully 
thought-out plan prior to making any decision. 
Standard costs and budgetary control take away some of the 
mystery of managing. They also eliminate many of the opportunities 
and excuses for blame. The weak executive will complain about the 
straight jacket that standard costs and budgetary control impose on him. 
The capable executive, on the other hand, will recognize these techniques 
as valuable management tools and utilize them as such. 
Varying degrees of accounting control may exist in a given 
business organization, quite independent of budgetary control. Standards 
may be used to measure labor eff:eiency or material utilization as 
separate and unrelated matters. Again, standards may be used in one 
department and not another; and there may be no control on the total 
expenses of a given function. These standards may not be tied into the 
financial plan. 
It is perhaps clear, then, that budgetary control, as commonly 
defined, is but one type of accounting control. However, it may easily 
rank as the most important. A budget will provide control over two 
principal areas as follows: 
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l. Control of specific operations or expenditures 
2. Generally, control of waste 
A budget must be based on actual expectation. However, the 
connecting link between actual expectancy and standard performance is 
the variance. In all probability, this variance of manufacturing costs will 
be formally expressed as such; for example, excess material usage, 
excess material-price variance, excess manufacturing expense resulting 
from substandard volume, etc. Fundamentally, in reviewing the details 
of the budget, in planning for performance, and in analyzing performance, 
both standard achievement and normal expectancy must be considered. 
The bridge between the two is recognized through variances analyzed by 
cause. 
CONVERSION COSTING 
Conversion cost represents the cost of converting raw 
materials, through the utilization of direct labor, to finished products. 
The related expenses which are controlled by the manager, such as 
service functions (planning, production, etc.), overtime premiums, 
idle time, training, etc., are added to the direct-labor cost to come up 
with a total conversion cost. This total conversion cost is then related 
to the cost per standard man hour based upon the standard hours accumu-
lated through the analysis of labor vouchers. This method of performance 
measurement has been tried by one large company as a medium for cost 
control. Several advantages of this form of measurement are as follows: 
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1. It allows the manager to pinpoint expenditures, both 
direct labor and related expenses, for which he is 
directly responsible. 
2. It is a more meaningful overall measurement than actual 
costs of a conglomeration of miscellaneous parts which, 
when added together, hide areas requiring attention. 
3. The manager can measure directly the results of 
decisions, such as elimination of a third shift, excess 
overtime, etc. 
4. The results of increased volume and efficiency are 
readily available. 
COST STANDARDS 
One of the best yardsticks so far developed for measuring 
performance is the cost standard. To provide maximum value, the 
standard must have the confidence of supervisors whose results are 
being measured. The best way to build this confidence is to make the 
supervisor a party to the development of the yardstick. At least give 
him the privilege of seeing how it was developed and the opportunity to 
challenge it, even though ultimately his challenge may be overruled. An 
attainable standard usually produces more cost consciousness and respect 
for cost reports than do standards that are unattainable goals under 
existing ope rating conditions. 
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VARIANCE ANALYSIS 
An important aspect of the accounting function is interpre-
tation and analysis of financial statements and reports. This is done 
in the accounting department as soon as the reports are prepared. The 
analysis is accomplished by means of comparing the results with the 
standard or budget to ascertain significant deviation from a norm. 
Almost always these significant variations are the focal points for the 
analysis and interpretation. Each significant variation should be 
analyzed by going back to more detailed records. The objective should 
be to determine the reasons for the variation so that later discussions 
with operating executives and supervisors may help them decide what 
action, if any, should be taken. 
Where budget variance is to be analyzed, the budget figure is 
normally selected as the basic amount. Similarly, where variations 
from standard are involved, the standard would commonly be designated 
as the basic amount. To illustrate specifically, the analyst may be con-
cerned with such variances as follows: 
Basic Amount 
Standard unit output for a period 
Budget cost 
Standard labor (or material or 
overhead) cost 
Inventory value anticipated at a 
given date according to a budget 
Comparable Amount 
Actual unit output for the same 
period 
Actual cost 
Actual labor cost 
Actual inventory vaJ.ue at the 
given date 
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The following approach is a suggested method for analyzing 
the significant variances: 
1. Localize the variation if possible. For example, the 
variance might be localized by section of the department 
where it occurred, product on which it occurred, process 
or operation, type of labor and material, or by the elements 
of expense within an expense classification. 
2. After the variance is localized, determine the reasons 
for the variance. Usually the reason lies completely 
outside the figures themselves. 
The financial analyst may know the reasons for the variance 
as a result of his familiarity with what is going on in the plant, or he 
may find them out by showing his analysis to a supervisor. 
The following policies will help the analyst to arrive at 
definite reasons for a variance: 
1. Look for trends. Trends may develop over a period of 
time. The development of the trend may not be apparent 
in any one set of monthly reports. The accountant can make 
an important contribution by spotting these trends, analyzing 
them, and pointing them out to operating executives. 
2. Look for special problems. Through all these steps of 
analysis and discussions with plant personnel the analyst 
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should be imaginative and alert to anything that suggests 
a special problem. When he finds one, he should consider 
making a study of it to determine whether further analysis 
might give helpful information to operating executives. 
INTERNAL CONTACTS 
Among the kinds of contacts that will enhance the contributions 
of the industrial accountant to the organization are: 
1. Informal meetings with supervisors. Keep supervisors 
on the firing line informed on their costs. The analyst can be far more 
effective if he maintains personal contact with supervisors. It is 
important that these relations be informal and friendly. The accountant 
can have a more effective influence on cost control if foremen like to 
see him and talk their problems over with him. One of the best ways to 
establish good relations with a foreman is to help him as much as possi .. 
ble and to have a genuine and sympathetic interest in his department's 
operations and problems. 
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2. Maintain good public relations for the department. The 
department which has good interrelationships with all other departments 
will more effectively influence cost consciousness throughout the company. 
The accounting department requires a flow of information from many 
other departments. If the information does not come through properly. 
the department must see that the fault is. c.orrected. This situation 
provides fertile ground for building and maintaining a friendly and 
understanding attitude in contacts with other departments. 
3. Group meetings to follow-up reports. Many companies 
successfully use group meetings as a means of creating cost conscious-
ness and stimulating corrective action. These meetings should include 
all individuals responsible, such as the plant manager, department 
heads under him, and foremen. The meeting should be held as soon as 
possible after the distribution of the monthly reports. 
In most cases these meetings are called and directed by 
line-operating executives. The industrial accountant is a very useful 
"consultant" at such meetings. The analyses he prepares prior to the 
meetings make him a valuable participant at the meetings. His establish-
ment of good relationships with the supervisors, as has previously been 
discussed, can be of real value at these meetings, as he can discuss cost 
variance objectively and in such a way that foremen will not feel he is 
stepping on their toes even when he discusses operating results unfavora-
ble to their own departments. The discussion at such meetings often 
follows the pattern used by the accountant in analyzing operating results. 
The following is an example of a discussion outline for such a meeting: 
1. Review the overall plant operating results. 
2. Focus attention on significant variance both plantwide 
and departmentally. 
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3. Discuss the variances, their causes, the corrective 
action that has been and will be taken. 
Regardless of the size or purpose of the meetings, the 
accountant should make a determined effort to explain things simply 
and to make the meetings interesting. Effective follow-up can mean 
the difference between an accounting department that is regarded as an 
important part of plant management and one that is regarded merely as 
a mechanism that turns the crank to produce a lot of figures. 
It is worthwhile to arrange responsibilities so that follow .. up 
receives adequate attention from the right people. 
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CHAPTER V 
SPECIAL SITUATION COSTS 
The classification of costs into categories that are control-
lable and noncontrollable is an internal accounting tool designed to 
further managerial control over costs. In its application, a budget 
is prepared for each individual responsibility of its controllable costs. 
As actual expenditures are made, they are accumulated and reported to 
management on the same basis. The individual department head should 
be held responsible only for those costs which he can actually control; if 
he receives a report that includes items over which he has no control, 
he loses some of the incentive for holding his costs within the budget. 
Even though these items may represent a small part of the total budget, 
they open the door to shrugging off the responsibility for all controllable 
items. The method of classifying costs must be co-ordinated in order 
that they can be properly classified for other accounting purposes as well. 
The classification for a given cost as controllable or non-
controllable must always be made with reference to a specific individual 
or position in the organization because all costs are controlled by some-
one at sometime. Classification of costs as fixed or variable is sometimes 
55 
confused with the classification of costs as controllable or non-
controllable. The two are not the same. However, the timing and 
nature of the control action differs according to the type of cost in 
question. Fixed costs such as depreciation and property taxes are 
controllable at the management level where decisions to purchase, 
rent, or dispose of the related assets are made. On the other hand, 
responsibility for usage of material and labor generally rests with 
supervisors who are directly in charge of current manufacturing 
operations. Control of fixed costs is accomplished through allowed 
charges per period, while variable costs are controlled as standard 
amounts per unit of production. Both fixed and variable costs should 
appear in budgets of persons who have authority to make decisions 
incurring such costs. 
We have considered in the last few paragraphs the general 
nature of some of the accounting problems in handling special costs of 
a noncontrollable nature. Following are some examples of specific 
problems encountered in responsibility accounting and the methods used 
to solve them~ 
INCURRING VS.AUTHORIZING COSTS 
A frequently encountered problem associated with cost control 
concerns expenditures made in one area benefiting another. A good 
example of this is maintenance work authorized by an operating foreman 
but actually performed by the maintenance foreman. Other examples are 
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computations made on computing equipment operated by a processing 
manager which may be done at the request of a manager in engineering, 
shop work done for engineering by manufacturing, and scrap or rework 
costs resulting from changes in design. 
The handling of the problems presented by these situations is 
a matter for action in each department and each specific problem area. 
Arbitrary decisions that may be adopted, even within a department, may 
defeat the end objective of responsibility accounting, which is current 
cost control. 
A decision for any particular problem should be made according 
to what action will provide the best motivation for cost control. The 
initial emphasis for responsibility reporting is that the control should 
be by the same individual who incurs the cost. 
In the case of an overhead-type or service-type department, 
the rule of controlling costs at the point of expenditure is appropriate 
to apply. Control of usage of service can be exercised through budgets 
and records of a subsidiary nature. This is particularly true in cases 
where it is difficult to develop a proper predetermined value at which 
to bill the individual who does not incur the cost. 
Direct expenses incurred in one operating unit for another like 
unit present a special problem. There are two ways of handling this 
situation: 
1. Transfer at standard all costs to the beneficiary. 
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2. Maintain expenses in total by responsibility but relieve 
costs in total for value of services performed for others. 
The relief accounts are strictly internal and balance to 
zero. 
MANAGERS' SALARIES AND RELATED EXPENSES 
Responsibility accounting has accorded a variety of treatment 
to the salaries and expenses of each reporting unit manager. The main 
problem is whether these should be treated as costs he directly controls 
and included in his report or whether they should be considered as being 
controlled by the next highest level of management and reported this way. 
The treatment accorded may be different at different organizational 
. 
levels within the same department. The practice that is most generally 
followed and most consistent with the theory behind responsibility 
reporting is as follows: 
1. Salaries should be reported for each level of management as 
part of the budget of the next higher level of management. 
2. All expenses should be considered as under the manager's 
own control and reported as such. 
If the manager is in charge of a bottom component, these 
expenses could be considered simply as a part of his operating expenses. 
On the other hand, if he has managers reporting to him, these expenses 
would be part of the administrative cost of his component. However, 
there may be considerations having to do with the ease by which the 
information can be accumulated or other uses for the information that 
may make the pattern undesirable. Salaries of first-line managers 
are seldom excluded from the expenses of the department or component. 
FACILITY COSTS 
Another area which frequently presents a problem is the 
definition of responsibility for costs in what might be called facility 
costs. This includes such items of expense as depreciation; expenses 
for the buildings in which work is performed; heat, light, and power 
used; depreciation on equipment; and in some cases service activities 
such as telephone expense. These costs are not often a current operating 
problem as they are generated from the original setting up of the facility. 
It is a certainty that these costs will be incurred when the 
facility is constructed. With respect to some of the costs, such as 
maintenance of buildings, there may be some room for current control, 
but in mo~t cases they will occur automatically. This raises the question 
of whether these facility costs should be charged to all components or 
considered the responsibility of one manager. These are matters which 
must be resolved by each component. There is generally a charge for 
rent or floor space occupied by each manager. This method gives each 
manager the freedom to decide how much space he will use. One manu-
facturing concern accumulates all expenses, such as depreciation, 
59 
heating costs, etc., associated with the space occupied. A pre• 
determined price per square foot is then charged to each component. 
Another method that can be used is a landlord-type operation, 
which is responsible for operating activities. All costs, such as 
maintenance of buildings, depreciation, etc., are reported only to the 
manager of that activity. 
Depreciation of machines is sometimes charged to the compo ... 
nent where they are located. The argument used to support this method 
is that the manager has decision-making authority over those machines 
he needs to support his operation. He can buy new machines as needed 
and get rid of older machines no longer useable. 
In general, it may be stated that most departments arrange to 
charge facility costs to the component using the facility. 
EMPLOYEE BENEFIT COSTS 
The items that are part of the cost of employment and which 
are in addition to salaries or wages {such as social security taxes, 
pension contribution, insurance plan costs, and other various employee 
benefits) are usually charged to the component in which the employee 
works. This is consistent with the concept of controlling total costs. 
As an example, let us consider the foreman on a job who had to make a 
decision as to whether to spend the money on labor to make a part or to 
purehase it outside. In order to know which course will keep his total 
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cost to the activity lower, he must consider the outside-vendor quote 
as compared to the actual wage payments to his employees, plus 
employee-benefit costs as part of the labor. Although he should make 
his comparison on this basis, he is more likely to if the benefit costs 
are included in his actual report on which h,is cost performance is 
measured. These costs are part of the salaries and wages paid to 
employees and should ordinarily be treated as such. 
The question has been raised as to whether these costs are 
actually controlled by the managers of the separate components. Although 
they follow the wages of employees, they do so automatically according 
to percentages over which the managers have no control. The managers 
have no separate control over these items. Through proper control of 
salaries, the control of benefit costs is automatic. It is possible then 
that employee benefit costs can be charged to a higher level of management. 
The above thinking is supported by the following points: 
1. These complicated items of costs are removed from the 
personnel at the lower level of management who are not 
so immediately concerned. 
2. High levels of management can see the magnitude of these 
costs. 
3. Procedures of accounting and reporting are simplified. 
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The question of whether these advantages offset the possible 
loss of control of total costs is a matter to be decided by each business 
after considering its specific control problems. In general, however, 
it is likely to be best that these costs be accumulated by each separate 
component. -Ilnproved reporting techniques should permit doing this 
without cluttering the reports with unnecessary detail. The summary 
data can be reported to management separately and on a frequency basis 
more consistent with their needs for information of this type. The con-
trol of total costs is an important matter. Each manager should realize 
the existence of these costs in his own area even if no significant decision 
is involved. 
CUSTOMER GUARANTEES 
One of the most difficult cost elements to treat effectively in 
a responsibility-reporting system is the cost associated with guarantees 
on products to customers. This is true because the costs arising from 
complaints by customers who have purchased the company's products 
are difficult to consider as having been definitively incurred by anyone. 
They result from some failure in the organization. This does not, however, 
suggest that complaint costs should be charged to the department at fault. 
In most cases this is frequently very difficult to determine. 
Another'. factor to consider is that guarantee costs usually 
.apply to work performed il\ a prior period. In some cases, this could 
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be several years prior in fact. Finally, customer-guarantee costs 
are recorded during the year as an acc:r:ual. This accrual is neces-
sarily averaged over all periods, and the amount recorded in any 
financial period does not represent a cost actually incurred in that 
period. This accrual could be charged according to the pfl,ttern that is 
developed for responsibility for actual guarantee costs so that allocation 
of actual complaint costs incurred eventually determines where the cost 
will be charged. The fact that the accrual is the amount included in 
current costs, however, makes it more difficult to assign responsibility 
for this element of cost. 
There is an advan't4ge, however, to assigning responsibility 
for guarantee costs to the particular managers within a component. In 
this way these costs are not ignored as being something outside control. 
At the same time, too, much segregation of this cost may be undesirable, 
since the process of assignment may be both burdensome and arbitrary. 
It is desirable to have knowledge of and t'o exercise control over the 
total guarantee costs. Actual treatment of customer-guarantee costs 
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can vary among departments depending both upon the nature of the costs 
incurred, the circumstances under which they occur, and the management 
philoso~y of the business. There are various ways in which to handle 
these costs. They may be considered the responsibility of one particular 
function of the business, such as engineering, marketing, or manufacturing. 
The president may decide to have such costs reported directly to 
him with the proper analysis as to cause. In other cases, the 
complaint costs may be analyzed as incurred and assigned to the 
functional component of the department which is responsible for 
the particular fault. 
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CHAPTER VI 
SUMMARY AND CONCLUSION 
In the last few chapters, I have tried to explain the importance 
of responsibility reports and some of the reasons for the increasing 
emphasis on this approach to management control. The concepts of 
responsibility reporting and their importance for control of all types 
of organized effort have been explained. The general nature of respon-
sibility accounting as the accumulation of costs by those who have 
responsibility for their control has been defined. A system of reporting 
this information to all levels of management, at the end of each financial 
period, tied into a statement of operations for the period, has been 
illustrated. Some of the problems that are encountered in the establish-
ment of a system have been explained. These problems result from two 
general conditions, which have been previously described in this paper: 
1. Conflict with other requirements for which the information 
may be accumulated. 
2. Difficulties involved in assigning responsibility for 
some cost. 
It should be recognized in connection with this second point 
that absolute responsibility for particular costs is selP.om found. A 
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business enterprise is an operating entity and not an assortment of 
separate pieces. A measure of interrelationship exists between all 
components. Reasonable segregation of responsibility for performance 
of production orders and control of associated costs must be assigned 
to the separate components in order to make the business entity operate. 
After this has been done, responsibility reporting can give a measure of 
the individual and total success in controlling costs. The measure will 
be as meaningful as the original assignment of responsibility. Some are 
bound to be more distinct than others, but the total effect is still a useful 
tool to the operating management of a business. The previous discussion 
in Chapter V of certain problem areas should not be interpreted as 
representing a serious roadblock in the establishment of a responsibility-
reporting system. Thes~_)problems appear more difficult in an attempt 
to generalize on the nature of responsibility reporting as it affects the 
whole company, rather than any one particular department. Actual 
application in a particular case may be easier than the theoretical solu-
tion of what might be done. The complicating factors involved in an 
explanation of different practices do not all exist in>. a particular depart-
ment, and many of those that do may prove to be unimportant in their 
effect on the main purpose, cost control. 
A modern manufacturing concern is a complicated operation 
requiring the accounting and reporting of many kinds of data for a 
variety of purposes. Responsibility accounting and reporting is a tool 
which has been developed primarily for the current control of operating 
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costs. It is, however, an objective control for this primary purpose. 
Rei3ponsibility reporting can also be an effective tool for planning pur-
poses, as it enables management at higher levels to apprii,ise the 
overall performance of reporting components in terms of the value 
of accomplishment versus total control. Cost control pays off, as 
the objective of the entire program is to generate prompt and effective 
action in correcting unfavorable conditions and improving cost perform-
ance generally throughout the company. All the work in developing 
standards and in reporting performance .is to no avail if the operating 
organization does not utilize this cost-control information actively in 
achieving the company's cost objective. By developing cost according 
to responsibility, managers are in a better position to appraise the 
value of their components in relation to cost. Improvements can be 
made primarily by simply giving the supervisors performance informa-
tion to work with. Good management interest plus follow-up results 
encourage corrective action. The cost-control program helps reduce 
costs in areas that are "fat" and in other areas provides a plan to see 
that costs do not get out of line. Responsibility reporting on a total-cost 
basis enables higher-level managers to dispense with analyzing details 
of activities for which they have delegated responsibility and concentrate 
on the matter of value versus cost. A cost-control program is a tool that 
any representative of management must have to perform properly in his job. 
67 
Thus, the concept of accounting and reporting by responsi-
bility is a useful tool both for controlling costs to an established target 
and as a way of looking at operations to introduce more evaluation of 
worth as compared to costs into the planning activity. It is not the only 
tool which can be used for either of these purposes. Neither does it 
provide all the information needed for purposes such as planning, cost 
improvement, product costing, evaluating manufacturing processes, 
appraising overall results, and many others. It does serve important 
purposes, however, and gives every promise of being an effective means 
of provid~g managers with motivation both to plan for effective cost 
control and to accomplish this contro~. 
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APPENDIX 
CASE STUDIES 
CASE #1: THE CLEVELAND ELECTRIC ILLUMINATING COMPANY 
The Public Utilities Commission of Ohio prescribed for 
electric utilities a uniform classification of accounts. The classi-
fication provided an excellent means of recording facts concerning 
income, expenses, assets, liabilities, and net worth. In addition, the 
Commission allowed a utility to keep any additional subaccounts in 
explanation of any accounts in its functional classification so long as the 
total of the subaccounts equaled the total of accounts prescribed by the 
Commission. 
RESPONSIBILITY CLASSIFICATION 
The Cleveland Electric illuminating Company developed an 
expanded chart of accounts for observing more detailed results of opera ... 
tions and for supplying data for other needs based on the classification 
of the Commission. It was found that the expanded chart of accounts still 
did not serve management's needs as a tool for controlling expenditures 
according to functional responsibilities as adequately as desired. Conse• 
quently, the Company developed a responsibility classification in addition 
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to the regular chart of accounts, which was referred to as a functional 
classification. The functional classification is based upon the organiza-
tional chart of the Company and fixes responsibility accordingly. 
Numbers are assigned with sufficient flexibility to allow for future 
expansion and modification. Expenditures may be charged to a function 
number only by, or with permission of, the person responsible for the 
function. 
The organizational chart has seven groups that report 
directly to the executive vice-president. These seven groups are: 
(1) Distribution 
(2) General Services 
{3) Electrical Operations and Engineering 
(4) Finance 
(5) Public Relations 
& Legal 
(6) Marketing 
(7) Power Production 
and Engineering 
Responsibilities within each group are assigned in accordance 
with the organizational chart of the group. As an example, the breakdown 
within the Finance Group is (1) Accounting Division, (2) Financial 
Analysis and Rates Department, {3) Costs and Methods Department, 
{4) Treasury Division, and {5) Corporate Relations Department. 
The divisions and departments are also divided in close 
accordance with the organization chart. The breakdown of the Accounting 
Division for the functional system is (1) Financial Reports, (2) Taxes, 
(3) Customers Accounting Department, (4) General Accounting Depart-
ment, and (5) Internal Auditing Section. 
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The departments above are arranged into units. The unit 
division of the General Accounting Department is (1) Accounts Payable 
and Bookkeeping, (2) Accounting Records, (3) General Ledgers, and 
(4) Payroll. 
The division and subdivision of the other six groups follow 
the same general pattern as that of the Finance Group. In general, the 
functional classification and the fixing of responsibilities thereunder 
begin at the unit level and terminate at the office of executive vice-
president. 
FORECASTING 
Forecasting is an essential part of the Company's functional 
accounting system. It begins at the lowest level of supervisory responsi .. 
bility. 
Each unit predicts number of employees required, labor by 
hours and wages, and other-than-labor by dollars. The individual unit 
figures are accumulated with the forecast for the office of the manager 
of the department, and totals for the department are summarized. The 
totals for all the departments within the division are combined, including 
a prediction for the office of division head. All totals for divisions are 
then combined with the prediction for the office of the vice-president to 
arrive at a total for the group. The combined group totals with the fore-
cast of the president and executive vice-president result in a summary 
of all functions. 
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ACCUMULATION OF ACTUAL RESULTS 
The actual figures are accumulated and summarized in 
exactly the same manner as the forecast. The actual figures are 
shown on a statement side by side with the forecasted results in two 
columns to give quick identification. Both current .. month and year-to-
date figures are accumulated on these functional statements. 
Actual figures at the unit level must, of course, be determined. 
Labor is accumulated from posting media used for general-ledger pur-
poses. For other-than-labor, the ledger accounts are accumulated into 
a summary, which is posted to the functional statement. This summary 
is partly an accumulation of general-ledger accounts into functional 
charges. In areas where it is not expedient to accumulate functional 
detail from the general ledger, a separate functional cost ledger is 
maintained. 
ALLOCATION OF CHARGES ON FUNCTIONAL STATEMENTS 
In regard to labor, the functional statements show spaces for 
{1) number of employees, {2) average hourly rate, (3) average overtime 
hourly rate, (4) regular hours and wages, and (5) overtime hours and 
wages. 
The statements allocate all company labor and other-than-
labor costs as follows: (1) production, (a) operation, {b) maintenance; 
(2) transmission, (a) operation, (b) maintenance; (3) distribution, 
(a) operation, {b) maintenance; (4) customers 1 accounting and collection; 
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(5) selling; (6) administrative and general; (7) maintenance of general 
property; (8) property and plant; (9) garage expense; (10} warehouse 
expense; and ( 11 ) other accounts. 
ANALYSIS OF VARIANCES 
Monthly analyses of all variations of significance are made, 
and the factors causing these variations are determined. The variance 
report is built up in the same way as the forecast from unit managers 
through to each vice president. 
These performance-analysis reports contain information 
beyond that disclosed by the functional statements. They contain indica-
tions of degrees of efficiency in areas which are measured in conjunction 
with the functional statements. The headings used in preparing the per-
formance-analysis reports are excellent indications of the contents; 
they are {1) overall performance, {2) favorable factors, (3) unfavorable 
factors, (4) personnel, (5) workload, {6) productivity, (7) quality, 
{8) planning, (9) costs, {10) work simplification, {11) mechanization, 
(12) standardization, and (13) work measurement. 
PLANNING 
Planning plays a significant part in the functional or respon-
sibility system. As a vital corollary to the forecasting for the functional 
statements, budget-planning reports are prepared for a year in advance 
and are subject to semiannual revision. The revisions, which include 
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reports of progress toward goals and other accomplishments, are based 
partly on the monthly performance-analysis reports and cover plans for 
the next twelve months. The areas discussed follow generally those 
listed for performance-analysis reporting. 
VALUE OF THE FUNCTIONAL SYSTEM 
The pyramidical formation of the organizational chart of the 
company upon which the functional system is based provides a converging 
of forecasts, actual results and reports at the offices of the president 
and the executive vice-president. The system, while only one of many 
management techniques being employed, affords excellent communica .. 
tion all the way along the line, from the unit head to the president. It is 
a prerequisite to the many other tools being used in measuring, analyzing, 
and interpreting performance, leading to effective planning and control. 
Since introducing the functional system, the company has 
greatly increased operating efficiency. The system has created a dis-
tinct awareness of responsibilities and a very definite cost-consciousness 
within the organization. All supervisory employees have become aware 
that they are part of the management team. The pinpointing of respon-
sibUities through the functional system has been a vital factor in the 
successful operation of the Company. 
SOURCE: St. Bernard, A. R. , and Braden, Andrew D. : Functional 
Accounting Pinpoints Responsibilities. Collesiate News 
and Views. vol. 10, no. 4, May 1957. pp. 13 .. 14. 
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CASE #2: FILENE'S 
Because most businesses accomplish results through people, 
the management of Filene 's wisely adopted the Budgeted Summary of 
Financial Transactions as an effective means for simultaneous profit 
control and financial planning through responsibility accounting. The 
financial-reporting system was constr:ucted on the basis of the firm's 
organizational chart in terms of who was responsible for each facet of 
the financial success of the enterprise. Moreover, the budget was 
planned on the charge-and-discharge concept of responsibility 
accounting. Each executive, therefore, was responsible for more 
than a single net result. 
A new form of budgeting emerged. For the first half of 
1958, the budget took the following innovated form: 
Merchandise Manager: 
Sale 
Cost of sales 
Inventory purchases 
Credit Manager: 
Charges to customers 
Collections from customers 
Accounts Payable Manager: 
Vouchers to clear for payment 
Credit purchases 
Vice-President: 
Administrative expenses 
Short-term financing 
Investment income 
Short-term notes to clear for payment 
Advertising Manager: 
Selling expenses 
Store Manager: 
General expenses 
Chief Accountant: 
Allowance for depreciation 
Allowance for uncontrollable accounts 
Budget 
($1, 000) 
$4,250 
3,000 
3,100 
4, 100 
3,900 
3,850 
4,160 
350 
300 
25 
400 
500 
228 
10 
2 
75 
Budget 
($1, 000) 
Treasurer: 
Cash receipts 
Cash disbursements 
President: 
$4,375 
4,306 
Dividends 50 
Each person having executive authority and responsibility for 
results had specific dollar goals and complementary co.ntrols. Thus, 
the charge-and .. discharge principle of financial accountability was 
fulfilled. But, most important, if each executive achieved his goals 
or targets planned in the budget, not only would the profit for the period 
reach the anticipated level, but the balance sheet as well as the financial 
condition of the business would be precisely as planned. 
Furthermore, teamwork was engendered. If the Treasurer, 
for example, is to reach his goal (a central point of $4. 375 million of 
cash receipts), he must work closely with a Credit Manager for collec .. 
tions from customers, with the Merchandise Manager for cash sales, and 
with the Vice-President for short .. term financing and investment income. 
The Credit Manager must work closely with the Merchandise Manager to 
obtain his charges .. to-customers goal of $4. 1 million. The Merchandise 
Manager is involved with the Treasurer for cash inventory purchases and 
with the Accounts Payable Manager for credit purchases. In addition, 
he must look to the Credit Manager for credit approvals in order to 
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buUd non .. cash sales. Teamwork is effected because each member of 
the management team sees how each needs the other. 
How did the actual results approximate the planned goals? 
The Budgeted Summary of Financial Transactions on the following page 
provides the answer. 
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FU..ENE 1S INC. 
BUDGET SUMMARY OF FINANCIAL TRANSACTIONS 
FIRST HALF YEAR, 1958 
BUDGET ACTUAL o/o OF 
($1, 000) ($1' 000) BUDGET 
J 
Merchandise Manager: 
Sales $4,250 $4,200 ... 1. 2% 
Cost of Sales 3,000 3,100 ... 3.3 
Inventory purchases -3, 100 3,200 ... 3.2 
Credit Manager: 
Charges to customers 4,100 3,900 ... 4.9 
Collections from customers 3,900 3,850 .. 1. 3 
Accounts Receivable Manager: 
Vouchers to clear for payment 3,850 3,850 o. 0 
Credit purchases 4,160 4,175 o. 4 
Vice-President: 
Administrative expenses 350 352 
- o. 6 
Short .. term financing 300 300 o. 0 
Investment income 25 25 o. 0 
Short-term notes to clear for payment 400 400 o. 0 
Advertising Manager: 
Selling expenses 500 552 
-10.4 
Store Manager: 
General Expenses 228 228 o. 0 
Chief Accountant: 
Allowance for depreciation 10 10 o. 0 
Allowance for uncollectable accounts 2 2 o. 0 
Treasurer: 
Cash receipts 4,375 4,475 + 2. 3 
Cash disbursements 4,306 4,445 .. 3.2 
President 
Dividends 50 50 o. 0 
The above Budgeted Summary of Financial Transactions resulted 
in the Income Statement shown on the following page. 
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FILENE 1S INC. 
INCOME STATEMENT 
BUDGET ACTUAL VARIANCE 
($1, 000) ($1, 000} ($1' 000) 
Sales $4,250 $4,200 50 
Cost of Sales 3,000 3, 100 - 100 
Gross margin 1,250 1,100 - 150 
Selling expenses 500 552 52 
General expenses 228 228 0 
Administrative expenses 350 352 2 
Total operating expenses 1! 078 1,132 .. 54 
Operating income 172 (32) - 204 
Investment income 25 25 0 
Net income 197 (7) - 204 
Why did Filene 1s miss its budgeted profit by so much? Who 
was responsible? The Budgeted Summary of Financial Transactions 
reveals the answers directly. The Merchandise Manager missed his 
budgeted sales by $50, 000, and his cost of sales was $100, 000 too high. 
The Advertising Manager went over his budget by $52, 000. The Vice .. 
President exceeded his budget by $2, 000. The net result, of course, 
was that instead of a profit of $197, 000, Filene 's sustained $7, 000 loss. 
Another significant fact is that although the Merchandise Manager has the 
largest unfavorable dollar difference between budget and actual, the 
Advertising Manager has the greastest percentage variance between 
budget a..nd actual. 
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The "Variance" columns and "% of Budget" column in the 
Budgeted Summary of Financial Transactions provide a rich source of 
material for a top-level conference. Here is also forward planning in 
action.. Here is managerial control o£ a high order. Here also are some 
built-in executive incentives. Because of the Budgeted Summary of 
Financial Transactions, responsibility for results can be clearly deter-
mined. Each person has a greater responsibility than that of a simple 
net result; each is held accountable for gross results. The Budgeted 
Summary of Financial Transactions can be a basis for positive action. 
It engenders teamwork. It implements the "exception principle of good 
management. 11 
SOURCE: Daniels, Howard M.: Responsibility Accounting. 
The Business Review. vol. 5, October 1958. pp. 4-7. 
CASE #3: A SYSTEM OF RESPONSIBILITY REPORTING FOR 
A CONTINUOUS-PROCESS OPERATION 
The following is a brief summary of a standard cost system 
installed in a plant of a large chemical company. The system was 
designed primarily for controlling costs at the plant level. Standards 
were not to be used for financial-record purposes. This would be done 
at a later stage, after some experience with the standards had been 
obtained. 
Labor cost is a small part of the total cost in a continuous-
process type of operation. The main responsibility of a supervisor and 
his men is to operate their area with a minimum of interruptions, main• 
taining correct temperatures, pressures, and flow rates. They are 
expected to keep raw .. material consumption to a minimum. The impor• 
tant reason for establishing standards by areas of responsibility is to 
keep each member of supervision aware of the labor cost of his area. 
Each supervisor now knows how much each man costs, and ln making 
decisions as to whether an employee should be added or eliminated, he 
is aware of the cost consequences. 
COST SHEET CLASSIFICATIONS 
The customary cost-sheet breakdown into material, labor, 
and overhead was not used. Costs were grouped as materials, plant-
controlled costs and nonplant-controlled costs. Items listed as plant-
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controlled costs included operating labor, repair labor, maintenance 
materials, operating supplies, power, and plant salaries. Nonplant-
controlled costs included plant overhead (a large portion of which is 
facilities depreciation), home office overhead, engineering, direct 
depreciation, taxes and insurance. 
The establishment of a labor standard presents no problem, 
as labor hours are more or less fixed in a continuous-process type 
industry. The operations involve the correct combination of several 
ingredients to produce a desired finished product. The various ingre• 
dient combinations are first developed in a laboratory, and the product 
is then manufactured on a trial basis at a pilot plant. Flow sheets are 
next prepared to indicate what consumptions are expected when the 
commodity is produced in a full-scale plant. Modifications are made 
as experience reveals actual consumption. 
STANDARDS FOR LABOR AND SUPPLIES 
Labor standards were established as so many allowed hours 
per month. The total allowed hours are broken down by areas of super-
visory responsibility. Each supervisor knows the hours allowed his 
area for the month and that this allowance will be compared with actual 
hours charged to determine area efficiencies. 
The comparision of actual and standard ... labor hours is trans• 
lated into dollars by the average plant wage rate for the month, which 
includes fringe-benefit costs. 
82 
Establishment of labor standards was not so simple as a 
superficial examination may have indicated, as it is necessary to make 
provision for the fact that some months have 31 days, others 30 or even 
28 or 29. Around-the-clock operation involves the use of a fourth 
"shift-breaking'' crew. Because this crew does not replace anyone 
two days each week, increased hour allowance had to be provided in 
those areas where the shift-breaking crew does miscellaneous work. 
A certain amount of unavoidable overtime had to be included in the 
standards. 
Establishment of standards for repair labor, maintenance 
materials, and operating labor was done on the basis of past experience, 
as these items are less predictable than operating labor. Standards were 
established for each area of supervisory responsibility. 
STANDARD FOR STEAM, ELECTRICITY AND WATER 
Determining standards for power was rather difficult. Despite 
care in form~lating proper bases, the deviations of monthly standard 
qualities would at best be approximations. More scientific standards 
would have required considerable additional engineering assistance at 
a cost not considered appropriate for this installation. The plant has q, 
powerhouse which produces steam and electricity and supplies water re-
quired for manufacturing various products. After all power costs have 
been separately accumulated, unit costs are computed for each element of 
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power. These unit costs are then used to distribute the total monthly 
~· power cost to all products manufactured. The total charge to any 
product depends on the kilowatts of electricity, pounds of stea.zn, and 
gallons of water used. 
Power standards requiring the determination of the number 
of pounqs of stea.zn, kilowatts of electricity, and gallons of water used 
per pound of finished product w.e>X;e_, problem, as there is no direct 
relationship between power elements consumed and pounds of product 
manufactured. 
As a solution for reporting steam costs, standards were set 
which allowed a fixed amount of steam up to a certain production level, 
after which a steam-consumption factor was applied to production in 
excess of minimum. The two figures are totaled each month to deter• 
mine the steam-quantity allowance. The quantity allowance is multiplied 
by the unit cost for steam and compared with the actual steam cost 
charged the operation. Actual charges are based on total meter readings 
for the month multiplied by the unit steam cost. 
Electricity standards were established on the same basis as 
steam, except that several factors were derived in addition to a minimum 
monthly kilowatt allowance. The factor used each month depends on the 
production level reached. Total production is multiplied by the pertinent 
factor to compute the month's electricity allowance. The comparison of 
actual and standard is the same as fct:rE·'S~am. 
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In the case of water costs, there is a minimum monthly 
allowance plus several applicable factors. The factor used depends on 
the average water temperature for the month, being higher when the 
temperature is higher. 
There are separate meters in each of the two manufacturing 
areas for steam, electricity, and water. As a result, separate standards 
were established for each area. With the presence of many variables, 
it was exceedingly difficult to establish firm power standards. However, 
this provided a means of analysis which stimulated explanations and led 
to reduced consumption. 
SALARIES 
Salary standards established were based upon the plant's 
organization chart, which lists the various people assigned each area 
or product. Standards were stated in terms of individuals. Separate 
standards were set for each of the product's two manufacturing areas. 
This was compared each month to the total individuals charged to each 
area. 
Actual salary costs charged to an area were the result of 
multiplying the average plant salary figure by the number of salaried 
people assigned to the area. Total plant salary, including fringe bene .. 
fits, is divided by total salaried personnel to arrive at the average salary 
figure. This average salary figure is also applied to the area's standard 
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personnel figure to determine the standard salary cost, which is compared 
with actual salary cost charged. 
COST ANALYSIS REPORT 
The heart of the standard cost system is the monthly cost-
analysis report, which compares actual and standard costs. Informa• 
tion on cost is so scheduled that the report is available close to month 
eng. 
The pages of the cost...a.nalysis report are so arranged that 
related information is shown on s~parate sheets. The facing sheet com .. 
pares total actual and standard costs and has a comparison of actual and 
standard unit-cost totals. There is also a breakdown of this information 
by ingredients, plant-controlled and nonplant-controlled costs. Subse• 
quent sheets in the report detail these comparisons. 
A further breakdown of each item of plant-controlled cost is 
supplied in separate sheets, in which the actual and standard hours, as 
well as costs of operating labor, repair labor, maintenance materials, 
operating supplies, power and salaries, are compared by areas of super• 
visory responsibility. Each supervisor is made aware of his efficiency 
through these comparisons of actual costs with standards he helped 
establish. 
In order to complete the monthly cost report within five working 
days after month end, several prices and costs have to be estimated. 
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Actual costs are used for operating labor, repair labor, maintenance 
materials, operating supplies, power and salaries. However, ingre .. 
dient prices, depreciation, property taxes, insurance, engineering and 
research costs, being accumulated at the home office and not available 
until some fifteen days after month end, have to be estimated. Final 
total and unit costs in the report, therefore, are in part based on esti-
mates. Because such estimates are used to give manufacturing 
supervision a complete picture when analyzing costs and are not employed 
for accounting purposes, their use has been satisfactory. Also,_ because 
most ingredient prices are covered by long-term contracts and because 
it is possible to anticipate significant charges in other items, estimates 
made are always very close to the final actual cost. Seldom do actual 
costs differ by more than one per cent from estimated figures. 
COST MEETINGS 
The cost-analysis report is distributed to area supervision, 
after which a cost meeting is held to review, analyze, and discuss the 
month's activities. Cost charts, which show detailed ingredient, labor, 
and overhead cost trends, are used at these meetings. Each month's 
data are inserted on the chart, along with corresponding figures for the 
prior year. Lines representing standards are included to facilitate com-
parisons. Scotch tapes of various colors are used on the charts. The 
analysis report and charts are reviewed jointly, and various inefficiencies 
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are discussed, with plans being formulated for their elimination or 
correction. These plans are noted as the responsibility of a specific 
supervisor and are referred to at subsequent meetings to determine 
what progress has been made. 
The monthly cost meetings and the availability of standards 
have led to many benefits. Existing cost procedures have been con .. 
verted to a more effective system of controlling and reducing costs, 
and manufacturing supervision ts better informed.· Time is not taken 
each month to review and discuss costs. 
Definite plans are established to bring about improvements. 
Since standard costs have been in existence, there have been signifi .. 
cant cost reductions, part of which, it was agreed, were due to the use 
of standard costs. It is possible to pinpoint specific cost reductions as 
having occurred because of the existence of standards. 
To be certain that the installation had resulted in the advan-
tages claimed and that the system was not just additional clerical work, 
several review meetings were held within the accounting department and 
by management to analyze all phases of the installation. The superintend-
ent in charge of the manufacturing areas concerned participated in these 
meetings. It was his opinion that the installation had provided manufac-
turing personnel with an additional tool to do an improved job and that 
they are making better use of existing cost data. 
SOURCE: Frank, George W. : A Simplified Standard Cost System for a 
Continuous Process Operation. 'l'he Controller. vol. 27, no. 4, 
April 1959. pp. 174 ££. 
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